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Doug O’Donnell, Commissioner, Large Business and International Division
Sunita Lough, Commissioner, Tax Exempt and Government Entities Division

TAXPAYER RIGHTS IMPACTED1  

■■ The Right to Challenge the IRS’s Position and Be Heard

■■ The Right to Appeal an IRS Decision in an Independent Forum

■■ The Right to Finality 

■■ The Right to a Fair and Just Tax System

1	 See Taxpayer Bill of Rights (TBOR), www.TaxpayerAdvocate.irs.gov/taxpayer-rights. The rights contained in the TBOR are now 
listed in the Internal Revenue Code (IRC).  See Consolidated Appropriations Act, 2016, Pub. L. No. 114-113, Div. Q, Title IV, 
§ 401(a) (2015) (codified at IRC § 7803(a)(3)).

http://www.TaxpayerAdvocate.irs.gov/taxpayer-rights
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DEFINITION OF PROBLEM

The National Taxpayer Advocate has previously written about the issue of “real” vs “unreal” audits.2  
Under Internal Revenue Code (IRC) § 7602(a)(1), the IRS has the authority to examine any books, 
papers, records, or other data that may be relevant to ascertain the correctness of any return.3  This 
type of examination can be referred to as a traditional or “real” audit.  However, the IRS interprets this 
IRC provision narrowly and takes the position that a host of taxpayer compliance contacts through 
programs and procedures such as math error corrections, Automated Underreporter (AUR), identity and 
wage verification, and Automated Substitute for Return (ASFR) are not classified as “real” audits.4  Yet 
these contacts, or “unreal” audits, where taxpayers must provide documentation or information to the 
IRS, comprise the majority of compliance contacts and eclipse “real” audit figures.5  And to taxpayers, 
these “unreal” audits may feel very much like a “real” examination, in particular a correspondence 
examination.6  This distinction between “real” and “unreal” audits has real-world consequences that 
impact taxpayer rights, including the right to challenge the IRS’s position and be heard, the right to appeal 
an IRS decision in an independent forum, the right to finality, and the right to a fair and just tax system.  

2	 See National Taxpayer Advocate 2016 Annual Report to Congress 27-29 (Special Focus: IRS Future State: The National 
Taxpayer Advocate’s Vision for a Taxpayer-Centric 21st Century Tax Administration); National Taxpayer Advocate 2011 
Annual Report to Congress 24 (Introduction to Revenue Protection Issues: As the IRS Relies More Heavily on Automation 
to Strengthen Enforcement, There is Increased Risk It Will Assume Taxpayers Are Cheating, Confuse Taxpayers About Their 
Rights, and Sidestep Longstanding Taxpayer Protections); Nina Olson, What’s an Audit, Anyway?, National Taxpayer Advocate Blog 
(Jan. 25, 2012), https://taxpayeradvocate.irs.gov/news/what’s-an-audit-anyway.  In its response to our standard request 
that the IRS verify the data cited in this discussion, the IRS objected to our use of the terms “real audits” and “unreal 
audits” and requested that we not use them.  Its response stated:

An audit is defined per the Code as an examination of books and records, and is subject to limitations (i.e., only one 
inspection of a taxpayer’s books shall be made each taxable year — unless there is evidence of fraud, malfeasance, 
etc. [See IRC §] 7605(b), Policy Statement P-4-3).  Other contacts with a taxpayer (e.g., to verify or adjust a discrepancy 
between the taxpayer’s return and third-party information returns) do not meet the definition of an inspection of the books 
and records within the meaning of [section] 7605(b) of the Code.  Taxpayers may not always make such a distinction.  
However, the IRS must follow the law and properly distinguish an audit versus a contact.  The terms “real” and “unreal” are 
inaccurate, misleading and a mischaracterization of IRS’ interactions with taxpayers [emphasis added].

The National Taxpayer Advocate disagrees and believes the use of the terms “real audits” and “unreal audits” are 
appropriate for purposes of this discussion.  As the IRS notes, taxpayers generally do not make a distinction.  Receipt of 
a notice stating that the IRS will increase the taxpayer’s liability unless the taxpayer responds and provides acceptable 
documentation to support his or her return position feels like an audit, regardless of whether it is technically an audit within 
the definition of IRC § 7605(b), a math-error adjustment, or a document-matching adjustment made by the IRS’s Automated 
Underreporter (AUR) program.  Moreover, as this Most Serious Problem demonstrates, the National Taxpayer Advocate 
believes the IRS’s reporting of statistics, which focus heavily on the audit rate, understates the true level of IRS compliance 
activity, which includes “real” and “unreal” audits.

3	 See Most Litigated Issue: Summons Enforcement Under IRC §§ 7602, 7604, 7609, infra.
4	 See Rev. Proc. 2005-32, § 4.03, 2005-23 I.R.B. 1206.
5	 See National Taxpayer Advocate 2016 Annual Report to Congress 27-28 (Special Focus: IRS Future State: The National 

Taxpayer Advocate’s Vision for a Taxpayer-Centric 21st Century Tax Administration).  In addition to the “unreal” audits 
mentioned here, other IRS functions may conduct work that may be similar to an “unreal” audit.  For example, in additional 
to “real” examinations, the Tax Exempt and Government Entities (TE/GE) Exempt Organizations function conducts 
compliance checks “to determine whether an organization (i.e., taxpayer) is adhering to recordkeeping and information 
reporting requirements.”  When TE/GE conducts a compliance check, the taxpayer is contacted and may be asked to submit 
information.  Although the taxpayer is not required to respond to a compliance check, TE/GE may ultimately select the case 
(whether the taxpayer responds or not) for a “real” audit where appeal rights would be available.  However, to the taxpayer, 
the pre-audit compliance contact may feel very similar to an audit in that the IRS is contacting them regarding information 
filed on a form or return.  See IRS, Tax Exempt and Government Entities FY 2018 Work Plan 8 (Sept. 28, 2017), https://
www.irs.gov/pub/irs-tege/tege_fy2018_work_plan.pdf; IRS, Tax Exempt and Government Entities Business Performance 
Review FY 2017: Second Quarter 17; See also IRS Pub. 4386, Compliance Checks:  Examination, Audit or Compliance Check? 
(Apr. 2006); Internal Revenue Manual (IRM) 4.75.9.2.2, Compliance Check Workstreams (Aug. 9, 2016). 

6	 See, e.g., Effectively Representing Your Client Before the IRS: A Practical Manual for the Tax Practitioner with Sample 
Correspondence and Forms 3-9 (Keith Fogg ed., 2015) (noting that “to millions of taxpayers, receipt of a notice from one of 
the Service’s information-matching return programs feels very much like an examination or investigation”).  A description of 
the three different types of IRS examinations is provided below.

https://taxpayeradvocate.irs.gov/news/what%E2%80%99s-an-audit-anyway
https://www.irs.gov/pub/irs-tege/tege_fy2018_work_plan.pdf
https://www.irs.gov/pub/irs-tege/tege_fy2018_work_plan.pdf
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The IRS’s “Future State” Initiative calls for the increased use of these types of “unreal” audit programs, 
which will undoubtedly impact many more taxpayers.7  It is therefore crucial for the IRS to reevaluate 
and revise its current guidance about what constitutes an audit, through the lens of the Taxpayer Bill of 
Rights.

The National Taxpayer Advocate is concerned that the narrow definition of “real” audits:

■■ Causes the IRS to publicly report misleading information.  For instance, the IRS only reports 
“real” audit statistics, which skews the audit rate and understates the IRS’s actual level of 
compliance contacts with taxpayers.  It also causes the IRS to not completely and accurately 
report its return on investment (ROI) for compliance activities, as the IRS does not include all 
“unreal” audit programs in its ROI calculations;

■■ Limits a taxpayer’s ability to appeal to the IRS Office of Appeals (“Appeals”), as a taxpayer who 
disagrees with an “unreal” audit’s proposed assessment generally receives a statutory notice of 
deficiency, without the opportunity to seek an administrative review with Appeals to resolve the 
issue; and

■■ Circumvents statutory taxpayer protections from unnecessary audits as, under the IRS’s current 
position, taxpayers that are subjected to an “unreal” audit may face a “real” audit and other 
“unreal” audits at a later time.8  

ANALYSIS OF PROBLEM

Background

Traditional or “Real” Audits
As noted above, under IRC § 7602(a)(1) the IRS has the authority to examine any books, papers, 
records, or other data that may be relevant to ascertain the correctness of any return.9  The IRS 
conducts three types of traditional examinations or “real” audits: correspondence, field, and office.10  A 
correspondence exam is conducted by mail for a single tax year and generally involves no more than 
a few issues that the IRS believes can be resolved by producing documents.11  A field exam deals with 
more complex issues and involves a face-to-face meeting between the taxpayer and an IRS revenue agent, 
at the taxpayer’s home or place of business.12  Finally, an office audit is conducted at a local IRS office 

7	 See, e.g., IRS, Exploring the IRS Future State: Balancing Taxpayer Needs with IRS Budget and Resource Constraints, adapted 
from ABA National Institute on Tax Controversy, Las Vegas, NV 16 (Dec. 9, 2016), https://www.irs.gov/pub/newsroom/
future_state_aba.pdf (noting that one of the focus areas of Small Business/Self Employed (SB/SE) and Wage & Investment 
(W&I) is issue identification and filing resolution to “maximize prerefund automatic issue identification and self-correction”).

8	 See IRC §7605(b).  This section provides “no taxpayer shall be subjected to unnecessary examination or investigations, 
and only one inspection of a taxpayer’s books of account shall be made for each taxable year unless the taxpayer requests 
otherwise or unless the Secretary, after investigation, notifies the taxpayer in writing that an additional inspection is 
necessary.”

9	 See Most Litigated Issue: Summons Enforcement Under IRC §§ 7602, 7604, 7609, infra.
10	 Part 4 of the IRM discusses the IRS’s examination process.  For a good discussion of the different types of IRS 

examinations, see Effectively Representing Your Client Before the IRS: A Practical Manual for the Tax Practitioner with Sample 
Correspondence and Forms 3-9, 10 (Keith Fogg ed., 2015).  See also National Taxpayer Advocate 2011 Annual Report to 
Congress vol. 2, 71 (discussing the differences between field and correspondence audits).

11	 See National Taxpayer Advocate 2011 Annual Report to Congress vol. 2, 71 (discussing the differences between field and 
correspondence audits).

12	 See IRM 4.10.3.3.2, Where to Conduct Interviews (Feb. 26, 2016).

https://www.irs.gov/pub/newsroom/future_state_aba.pdf
https://www.irs.gov/pub/newsroom/future_state_aba.pdf


Most Serious Problems  —  Audit Rates52

Legislative 
Recommendations

Most Serious 
Problems

Most Litigated  
Issues Case Advocacy Appendices

and generally involves issues that are more complex than those found in correspondence exams but less 
complex than field ones.13

Typically, in the “real” audit context, before issuing a statutory notice of deficiency, which enables 
a taxpayer to petition the Tax Court, the IRS will issue a 30-day letter to the taxpayer offering the 
opportunity to request an administrative appeal with IRS Appeals.14  In addition, under IRC § 7605(b), 
taxpayers are protected from unnecessary examinations and the IRS is generally allowed to conduct only 
one inspection of a taxpayer’s books of account for each taxable year.15

Other Compliance Contacts or “Unreal” Audits
The IRS also conducts a host of other compliance contacts with taxpayers, which can be categorized 
as “unreal” audits, and often solely rely on matching third-party documentation against the taxpayer’s 
return.16  These contacts include:

■■ Math or Clerical Error – Congress has given the IRS authority to circumvent normal deficiency 
procedures in certain circumstances.  IRC § 6213(b) authorizes the IRS to make a summary 
assessment of tax due where that addition is the result of a mathematical or clerical error on a 
return.  To make this summary assessment, the IRS must explain the error to the taxpayer.17  The 
taxpayer has 60 days from the date of the notice to request that the IRS abate the tax.18  The 
IRS cannot begin to collect the tax due until the taxpayer has agreed to it or until the 60 days 
have passed.19  If the taxpayer requests the tax be abated, the IRS must first use the deficiency 
procedures under IRC § 6212 to increase the tax shown on the return.20  It is also the only way 
for the taxpayer to preserve the right to challenge the adjustment in the Tax Court — the only 
prepayment judicial forum.21 

13	 See IRM 4.10.3.3.2, Where to Conduct Interviews (Feb. 26, 2016).
14	 See IRS Publication 3498-A, The Examination Process (Audits by Mail) (Jan. 2014), available at http://www.irs.gov/pub/irs-

pdf/p3498a.pdf.  For times for requesting appeals conferences, see IRM 4.19.13.14.2, Transfer to Appeals (Jan. 1, 2016).
15	 IRC § 7605(b) provides “no taxpayer shall be subjected to unnecessary examination or investigations, and only one 

inspection of a taxpayer’s books of account shall be made for each taxable year unless the taxpayer requests otherwise or 
unless the Secretary, after investigation, notifies the taxpayer in writing that an additional inspection is necessary.”  See 
also Treas. Reg. § 601.105(j) (limiting the IRS’s ability to reopen a case closed after examination to situations such those 
where there is evidence of fraud). 

16	 In the case of an information return that turned out to be inaccurate, courts have held that “the Commissioner would not be 
able to choose to rely solely upon the naked assertion that the taxpayer received a certain amount of unreported income for 
the tax period in question.”  See Portillo v. Comm’r, 932 F.2d 1128 (5th Cir. 1991). 

17	 IRC § 6213(b)(1).
18	 IRC § 6213(b)(2)(A).
19	 IRC § 6213(b)(2)(B).
20	 IRC § 6213(b)(2)(A).
21	 IRC § 6213(b)(1).  For a discussion of the National Taxpayer Advocate’s concerns regarding the IRS’s math error authority, 

see National Taxpayer Advocate 2015 Annual Report to Congress 329-39 (Legislative Recommendation: Math Error 
Authority: Authorize the IRS to Summarily Assess Math and “Correctable” Errors Only in Appropriate Circumstances); National 
Taxpayer Advocate 2014 Annual Report to Congress, 163-71 (Most Serious Problem: Math Error Notices: The IRS Does Not 
Clearly Explain Math Error Adjustments, Making It Difficult for Taxpayers to Understand and Exercise Their Rights); National 
Taxpayer Advocate 2011 Annual Report to Congress vol. 2, 116-20 (Math Errors Committed on Individual Tax Returns – A 
Review of Math Errors Issued on Claimed Dependents).  See also, Nina E. Olson, Why Correctible Error Authority Raises 
Significant Taxpayer Rights Concerns – Part 1, National Taxpayer Advocate Blog (Aug. 9, 2017), https://taxpayeradvocate.irs.
gov/news/why-correctible-authority-error-raises-significant-taxpayer-rights-concerns-part-1; Nina Olson, Correctible Error 
Authority Part 2: Why Correctible Error Authority Creates More Problems Than It Resolves, National Taxpayer Advocate Blog (Aug. 
16, 2017), https://taxpayeradvocate.irs.gov/news/correctible-error-authority-part-2-why-correctible-error-authority-creates-
more-problems-than-it-resolves; Nathan J. Richman, Expanding Math Error Authority Could Worsen Two Tax Systems Issues, 
Tax Notes Today (July 5, 2017).

http://www.irs.gov/pub/irs-pdf/p3498a.pdf
http://www.irs.gov/pub/irs-pdf/p3498a.pdf
https://taxpayeradvocate.irs.gov/news/why-correctible-authority-error-raises-significant-taxpayer-rights-concerns-part-1
https://taxpayeradvocate.irs.gov/news/why-correctible-authority-error-raises-significant-taxpayer-rights-concerns-part-1
https://taxpayeradvocate.irs.gov/news/correctible-error-authority-part-2-why-correctible-error-authority-creates-more-problems-than-it-resolves
https://taxpayeradvocate.irs.gov/news/correctible-error-authority-part-2-why-correctible-error-authority-creates-more-problems-than-it-resolves
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■■ Automated Underreporter (AUR) – The IRS’s AUR program uses third party (e.g., employers, 
banks, or brokers) documents submitted to the IRS.  The IRS matches amounts reported on tax 
returns with the information returns.22  This computer matching begins after the original return 
due date and is not a real-time process.  The IRS will send the taxpayer a notice either notifying 
them of this adjustment or requesting additional information.  If the taxpayer does not respond to 
these notices, the IRS will issue a statutory notice of deficiency.23 

■■ IRS Programs Used to Stop Identity Theft and Refund Fraud24 – The return integrity 
program, a process critical to the IRS’s strategy to address identity theft and detect and 
prevent improper fraudulent refunds, is complex and multifaceted.25  The Return Integrity 
& Compliance Services (RICS) Return Integrity Operations (RIO) — a part of the Wage & 
Investment (W&I) Division — uses filters, rules, data mining models, and manual reviews to 
identify potentially false returns, usually through wages or withholding reported on the returns, 
to stop fraudulent refunds before the IRS issues them.26  If one of these systems flags a return as 
potentially fraudulent, the return goes through the Taxpayer Protection Program (TPP), which 
verifies the identity of the taxpayer, and/or the Income Wage Verification (IWV) program, which 
verifies that the taxpayer’s wages and withholding are accurate, for further scrutiny.27

■■ Automated Substitute for Return (ASFR) – ASFR is an IRS program for enforcing filing 
compliance by taxpayers who have not filed individual tax returns, but have incurred a 
“significant” tax liability.28  The program estimates the liability by computing tax, penalties, and 
interest based upon information reported to the IRS by third parties.29  When a taxpayer with 
reported income is delinquent in filing a return, the IRS attempts to secure the return through 
correspondence.  If the attempt is unsuccessful, the IRS is authorized by IRC § 6020(b) to 

22	 Some of the third-party forms used to match taxpayer data include Forms W-2 and Forms 1099 for miscellaneous, 
brokerage, interest, dividend, and cancellation of debt income.

23	 IRM 4.19.2.2, Overview (Oct. 4, 2016).
24	 For more information about these programs, see Most Serious Problem: Fraud Detection: The IRS Has Made Improvements 

to Its Fraud Detection Systems, But a Significant Number of Legitimate Taxpayers Are Still Being Improperly Selected By These 
Systems, Resulting in Refund Delays, infra; Most Serious Problem: Identity Theft: As Tax-Related Identity Theft Schemes 
Evolve, the IRS Must Continually Assess and Modify Its Victim Assistance Procedures, infra.

25	 IRM 25.25.1.1, Program Scope and Objectives (Oct. 4, 2017).
26	 IRM 25.25.6.1, Program Scope and Objectives (July 14, 2017).  See also IRM 25.25.2.1(1), Purpose and Program Goals 

(Mar. 29, 2017).  The IRS electronically screens tax returns using three independent systems: the Dependent Database 
(DDb), the Return Review Program (RRP), and the Electronic Fraud Detection System (EFDS). 

27	 See Most Serious Problem: Fraud Detection: The IRS Has Made Improvements to Its Fraud Detection Systems, But a 
Significant Number of Legitimate Taxpayers Are Still Being Improperly Selected By These Systems, Resulting in Refund Delays, 
infra; National Taxpayer Advocate 2016 Annual Report to Congress, 149-60, (Most Serious Problem: Fraud Detection: The 
IRS’s Failure to Establish Goals to Reduce High False Positive Rates for Its Fraud Detection Programs Increases Taxpayer 
Burden and Compromises Taxpayer Rights).  See also National Taxpayer Advocate 2015 Annual Report to Congress, 45-55, 
180-87; National Taxpayer Advocate 2014 Annual Report to Congress vol. 2, 44-90; National Taxpayer Advocate 2013 
Annual Report to Congress 75-83; National Taxpayer Advocate 2012 Annual Report to Congress 42-67, 95-110; National 
Taxpayer Advocate 2011 Annual Report to Congress 48-73; National Taxpayer Advocate 2009 Annual Report to Congress 
307-17; National Taxpayer Advocate 2008 Annual Report to Congress 79-94; National Taxpayer Advocate 2007 Annual 
Report to Congress 96-115; National Taxpayer Advocate 2005 Annual Report to Congress 25-54, 180-91; National Taxpayer 
Advocate 2004 Annual Report to Congress 133-36; and National Taxpayer Advocate 2003 Annual Report to Congress 
175-81.

28	 IRM 5.18.1.2, Automated Substitute for Return (ASFR) Program Overview (Apr. 6, 2016).  To meet ASFR processing criteria, 
the proposed tax liability must meet or exceed a predetermined dollar threshold established by the IRS for the ASFR 
program.

29	 Id.  The IRS can use information returns (e.g., Forms W-2 and 1099) filed by employers, banks, and other third parties 
to report various types of payments to individuals.  These payments include wages, interest, and dividends, as well as 
payments to self-employed taxpayers for services rendered.  The IRS collects and maintains this information through the 
Information Return Program (IRP).
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prepare a substitute return for the taxpayer.30  However, due to resource constraints, the IRS has 
significantly reduced its usage of the ASFR program.31 

Although “unreal” audits may feel much like “real” audits to taxpayers, they do not carry the 
same protections as “real” ones.  In the “unreal” audit context, taxpayers generally do not have the 
opportunity to seek administrative review with Appeals prior to the IRS issuing a statutory notice of 
deficiency.32  For math error notices, taxpayers must respond within 60 days and request an abatement of 
the tax or the IRS can summarily assess the tax without resorting to deficiency procedures.33   

In addition, “unreal” audits do not carry the same IRC § 7605(b) protections against repeat 
examinations as “real” audits.  Although Treasury regulations provide only one example of an inspection 
of a taxpayer’s books and records that is not an examination within the meaning of IRC §7605(b),34 the 
IRS takes a more expansive view.  In Revenue Procedure 2005-32, the IRS lists four broad categories 
of taxpayer contacts or other actions that it does not consider to be examinations and inspections.35  
Explicitly included in these categories are math error, AUR, and ASFR “unreal” audit contacts.36  
Therefore, a taxpayer subject to an “unreal” audit may be subject to a “real” audit at a later time.    

The National Taxpayer Advocate has previously noted in the Affordable Care Act (ACA) context 
how there may be virtually no distinction between how the IRS conducts an “unreal” versus a “real” 
audit.  For example, when the IRS notices information reported by the Marketplace regarding a 
taxpayer’s Advanced Premium Tax Credit (APTC) does not match information regarding the credit 
on the taxpayer’s return, or the APTC was not reconciled on Form 8962, Premium Tax Credit (PTC), 
the IRS will delay processing of the return and issue Letter 12C requesting a corrected Form 8962, or 
Form 1095-A, Health Insurance Marketplace Statement, to support the credit and reconcile the APTC.  
Depending on the type of PTC discrepancy, the IRS refers the return either to Examination to work 
as a traditional audit or to the Automated Questionable Credit (AQC) program for a similar “audit” 
process.  If referred to AQC, Letter 4800C, Questionable Credit 30 Day Contact Letter, which proposes 
an adjustment and requests Form 1095-A, will be sent to the taxpayer.  The letter states, “This is not an 
audit.  Your return may be examined in the future;” however, the AQC process and the documentation 

30	 IRC § 6020(b) provides: “(b) Execution of return by Secretary. — (1) Authority of Secretary to execute return. — If any 
person fails to make any return required by any internal revenue law or regulation made thereunder at the time prescribed 
therefor, or makes, willfully or otherwise, a false or fraudulent return, the Secretary shall make such return from his own 
knowledge and from such information as he can obtain through testimony or otherwise. (2) Status of returns. — Any return 
so made and subscribed by the Secretary shall be prima facie good and sufficient for all legal purposes.”  IRM 5.18.1.1.2, 
Authority (Dec. 13, 2017).

31	 Treasury Inspector General for Tax Administration (TIGTA), Ref. No. 2017-30-078, A Significantly Reduced Automated 
Substitute for Return Program Negatively Affected Collection and Filing Compliance (Sept. 2017); The reduction in ASFR 
cases can be seen in Figures 1.4.1, 1.4.2, and 1.4.3 below.  See also National Taxpayer Advocate 2015 Annual Report to 
Congress 188-95 (Most Serious Problem: Current Selection Criteria for Cases in the ASFR Program Create Rework and Impose 
Undue Taxpayer Burden).

32	 As described below, in an AUR case, if a taxpayer makes a request for Appeals review with less than 365 days left in the 
period of limitations on assessment then this request will be denied.  However, if there are more than 365 days left in 
the period of limitations on assessment, a taxpayer may request Appeals review an AUR case.  However, it appears that 
taxpayers are not formally informed of this Appeals opportunity but would have to affirmatively make such a request.  See 
IRM 4.19.3.21.1.8(1), Appeals (Aug. 22, 2017).  This approach violates both the right to be informed and the right to appeal 
an IRS decision in an independent forum.

33	 See IRC § 6213(b).
34	 See Treas. Reg. § 301.7605-1(h) (providing that certain withholding agreements between the IRS and alien individuals are 

not examinations).
35	 Rev. Proc. 2005-32, § 4.03, 2005-23 I.R.B. 1206.
36	 See also IRS Chief Counsel Memorandum, ASFR Questions Involving Subsequently Filed Delinquent Original Returns (Mar. 29, 

2005) (providing that IRS preparation of an ASFR is not considered an examination).
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requirements imposed on the taxpayers under AQC are substantially similar to those in an examination.  
In fact, both the AQC and Exam request similar documentation for PTC verification.37  Thus, there are 
situations where the IRS is essentially conducting a “real” audit under the guise of an “unreal” audit, 
thereby circumventing statutory protections against repeat examinations.

By Narrowly Defining “Real” Audits, the IRS Is Publicly Reporting Misleading Information 
Regarding Its Compliance Contacts With Taxpayers and Return on Investment

The IRS Does Not Include Unreal Audits in its Published Audit Rate Statistics
The IRS’s classification system, which distinguishes between “real” and “unreal” audits, results in the 
IRS publicly reporting misleading information regarding the extent of its compliance contacts with 
taxpayers.  The IRS, in its annually-released Data Book, publishes a variety of statistics regarding its 
enforcement efforts, including examinations.38  These Data Book figures show a consistent decline in 
the IRS’s audit rate over the last several years, which has been noted by the press and others.39  However, 
the IRS’s audit rate figures only take into account “real” audits.  Other compliance contacts, or “unreal” 
audits, are not included in the IRS’s audit calculations.40   

As shown in the Figures 1.4.1, 1.4.2, and 1.4.3, TAS performed an analysis of both “real” and “unreal” 
IRS audits of individuals for fiscal years (FYs) 2014 through 2016.

37	 National Taxpayer Advocate 2015 Annual Report to Congress 173-76 (Most Serious Problem: Affordable Care Act (ACA) – 
Individuals: The IRS Is Compromising Taxpayer Rights As It Continues to Administer the Premium Tax Credit and Individual 
Shared Responsibility Payment Provisions); Automated Questionable Credit (AQC) requests “documentation proving premium 
payments, copies of insurance enrollment forms, invoices, or statements from the insurance providers that include the 
names of those covered by the benefits.”  Exam requests “copies of insurance enrollment forms, invoices, or statements 
from your insurance providers.”

38	 See, e.g., IRS Data Book 2016.
39	 See, e.g., Kevin McCoy, Your Odds of Facing an IRS audit Are 1-in-143, U.S.A. Today, (Mar. 6, 2017) https://www.usatoday.

com/story/money/2017/03/06/your-odds-facing-irs-audit-1--143/98808612/ (noting that IRS audit rates fell to a 14-year 
low in 2016); TIGTA, Ref. No. 2017-30-072, Trends in Compliance Activities Through Fiscal Year 2016 51 (Sept. 2017) 
(showing a decline in the audit rate for individual and business tax returns between fiscal years 2012 and 2016); See also 
IRS, Prepared Remarks of John A. Koskinen Before the National Press Club (Apr. 5, 2017) (Then Commissioner Koskinen 
noted the decline in the IRS’s audit rate and stated, “Last year, we audited about 1 million people. That may sound like a 
lot, but it’s less than one percent of individual returns filed. It’s also the lowest number of audits in more than a decade.”), 
https://www.irs.gov/newsroom/prepared-remarks-of-john-a-koskinen-before-the-national-press-club-washington-dc-
april-5-2017. 

40	 See TIGTA, Ref. No. 2017-30-072, Trends in Compliance Activities Through Fiscal Year 2016 18 (Sept. 2017) (noting that “In 
addition to correspondence and face-to-face examinations, the IRS also uses several computer-matching and automated 
error-checking programs to verify the accuracy of tax returns.  These routines often identify and recommend adjustments to 
tax liabilities.  However, these adjustments are not included in the traditional examination coverage calculations and are not 
reported separately as enforcement efforts.”).  In its Data Book, the IRS does provide some limited information regarding 
its AUR, ASFR, and math error programs.  However, as noted, these programs are not included in the IRS’s audit rate 
calculations.  See IRS Data Book 2016 at 35. 

https://www.usatoday.com/story/money/2017/03/06/your-odds-facing-irs-audit-1--143/98808612/
https://www.usatoday.com/story/money/2017/03/06/your-odds-facing-irs-audit-1--143/98808612/
https://www.irs.gov/newsroom/prepared-remarks-of-john-a-koskinen-before-the-national-press-club-washington-dc-april-5-2017
https://www.irs.gov/newsroom/prepared-remarks-of-john-a-koskinen-before-the-national-press-club-washington-dc-april-5-2017
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Legislative 
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Most Litigated  
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As these figures show, the IRS’s counting of only “real” audits in its public audit rate skews this rate and 
grossly understates the extent of its taxpayer compliance contacts.  For example, in FY 2014, the IRS 
conducted “real” audits of over 1.2 million tax returns (an audit rate of 0.9 percent).  However, the IRS 
conducted “unreal” audits of almost 8.2 million additional tax returns through its math error, AUR, 
identity and wage verification, and ASFR programs.  When combining the IRS’s “unreal” audits with its 
“real” ones, the coverage rate rose to 6.3 percent.

In FY 2015, the IRS conducted slightly fewer “real” audits than in FY 2014 and its reported audit rate 
declined to 0.8 percent.  However, the IRS conducted over 900,000 more “unreal” audits than the 
prior year, with the total number of “unreal” audits reaching almost 9.1 million.  Therefore, the IRS’s 
combined coverage rate rose to 6.4 percent.  In FY 2016, the IRS conducted fewer “real” audits than in 
FY 2015 and its audit rate slightly dipped to 0.7 percent.  But again, the IRS conducted approximately 
8.5 million “unreal” audits and the combined coverage rate was still over six percent.  Thus, by 
reporting only its “real” audit activity, the IRS is masking the true extent of its compliance activities, 
which touch millions more tax returns each year.  In addition, if the IRS would report the full extent 
of its compliance contacts with taxpayers, it might serve as a deterrent for those taxpayers who are 
noncompliant (or are considering noncompliance) due to the IRS’s low “real” audit rate.  Finally, a more 
accurate portrayal of the IRS’s compliance activities would provide better information as to the level of 
resources needed for customer service, because audits, “real” or “unreal”, often generate calls to the IRS.  

The IRS Does Not Calculate Its Return on Investment (ROI) for Certain “Unreal” Audit 
Categories
In addition to underreporting the extent of its actual compliance contacts with taxpayers, the IRS 
is also not fully transparent in reporting its ROI for all its “unreal” compliance contacts.  The IRS 
provides annual ROI information to Congress regarding its major enforcement efforts as part of the 
budget process.44  As expected, the IRS provides ROI information for its “real” audit activities (i.e., 
correspondence, field, and office examinations).45  The IRS also reports ROI for the “unreal” audit 

44	 See Department of the Treasury Internal Revenue Service, Congressional Justification for Appropriations and Annual 
Performance Report and Plan FY 2018, http://cfo.fin.irs.gov/SPB/BudgetFormulation/FY_2018/IRS_FY_2018_CJ.pdf.  As 
noted in this report and as a matter of basic definition, return on investment (ROI) is calculated by dividing revenue by cost.

45	 IRS response to TAS research request (Oct. 20, 2017); Department of the Treasury Internal Revenue Service, Congressional 
Justification for Appropriations and Annual Performance Report and Plan FY 2018 61, http://cfo.fin.irs.gov/SPB/
BudgetFormulation/FY_2018/IRS_FY_2018_CJ.pdf.

In fiscal year 2014, the IRS conducted “real” audits of over 1.2 million tax 
returns (an audit rate of 0.9 percent).  However, the IRS conducted “unreal” 
audits of almost 8.2 million additional tax returns through its math error, 
Automated Underreporter, identity and wage verification, and Automated 
Substitute for Return programs.  When combining the IRS’s “unreal” audits 
with its “real” ones, the coverage rate rose to 6.3 percent.

http://cfo.fin.irs.gov/SPB/BudgetFormulation/FY_2018/IRS_FY_2018_CJ.pdf
http://cfo.fin.irs.gov/SPB/BudgetFormulation/FY_2018/IRS_FY_2018_CJ.pdf
http://cfo.fin.irs.gov/SPB/BudgetFormulation/FY_2018/IRS_FY_2018_CJ.pdf
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categories of ASFR and AUR.46  However, it does not report ROI for the “unreal” audit categories of 
math error, identity theft, and wage verification.47  Therefore, the IRS is not providing a complete and 
accurate picture of its actual ROI for all compliance contacts with taxpayers.  

“Unreal” Audits Have an Adverse Impact on Taxpayer Rights and Circumvent Statutory 
Protections That Are Present During “Real” Audits

“Unreal” Audits Foreclose Taxpayer Appeal Rights
As noted above, a hallmark of the “real” audit process is an opportunity for taxpayers to generally 
seek impartial Appeals review of an IRS proposed adjustment prior to receiving a statutory notice of 
deficiency.48  Appeals can take a fresh look at a taxpayer’s case and consider settling it based on hazards 
of litigation, something that is not typically considered during an IRS examination.49 

To a taxpayer, “unreal” audits may look and feel similar to IRS correspondence examinations in 
that they are conducted by mail, may cover limited issues, and ask a taxpayer to respond or produce 
documents.  However, unlike “real” audits, taxpayers do not have an opportunity to request Appeals 
review of an “unreal” audit case and have their documentation considered by an impartial third party 
prior to receiving a statutory notice of deficiency.  The impact of no or limited appeal rights in “unreal 
audits” is as follows:

■■ The issue of appeal rights is most pronounced in math error cases, where the onus is on the 
taxpayer to respond to an IRS notice and request an abatement within 60 days.50  If the taxpayer 
does not request an abatement within this time frame, he faces an IRS summary assessment 
and will not receive a statutory notice of deficiency, thereby losing the opportunity to go to Tax 
Court.  The taxpayer’s only recourse would be to pay the tax, file a refund claim with the IRS, 
and litigate in federal refund forums.  A taxpayer does not have the opportunity to seek Appeals 
review in math error cases.  However, if the issue in the math error notice arose during a “real” 

46	 IRS response to TAS research request (Oct. 20, 2017).  ASFR is included in the ROI for the IRS’s collection program 
while AUR ROI is reported as a separate category. Department of the Treasury Internal Revenue Service, Congressional 
Justification for Appropriations and Annual Performance Report and Plan FY 2018 61, http://cfo.fin.irs.gov/SPB/
BudgetFormulation/FY_2018/IRS_FY_2018_CJ.pdf.  The IRS classifies the revenue from its examination, ASFR, and AUR 
programs as “revenue protected.”  IRS response to TAS research request (Oct. 20, 2017). 

47	 IRS response to TAS research request (Oct. 20, 2017).  The IRS classifies the revenue from these three programs as 
“revenue protected.”  It should be noted that a case from an “unreal” audit program in which ROI is not calculated (e.g., 
math error) could figure into an ROI calculation if it turns into a formal or “real” audit.  

48	 See IRS Publication 3498-A, The Examination Process (Audits by Mail) (Jan. 2014), http://www.irs.gov/pub/irs-pdf/p3498a.
pdf.  For times for requesting appeals conferences, see IRM 4.19.13.14.2, Transfer to Appeals (Jan. 1, 2016).

49	 See IRM 8.6.4.1, Fair and Impartial Settlements per Appeals Mission (Oct. 26, 2007) (noting “A fair and impartial resolution 
is one which reflects on an issue-by-issue basis the probable result in event of litigation, or one which reflects mutual 
concessions for the purpose of settlement based on relative strength of the opposing positions where there is substantial 
uncertainty of the result in event of litigation.”).

50	 For a discussion of the National Taxpayer Advocate’s concerns regarding the IRS’s math error authority, see National 
Taxpayer Advocate 2015 Annual Report to Congress 329-39 (Legislative Recommendation: Math Error Authority: Authorize 
the IRS to Summarily Assess Math and “Correctable” Errors Only in Appropriate Circumstances); National Taxpayer Advocate 
2014 Annual Report to Congress, 163-71 (Most Serious Problem: Math Error Notices: The IRS Does Not Clearly Explain Math 
Error Adjustments, Making It Difficult for Taxpayers to Understand and Exercise Their Rights); National Taxpayer Advocate 
2011 Annual Report to Congress vol. 2, 116-20 (Math Errors Committed on Individual Tax Returns – A Review of Math Errors 
Issued on Claimed Dependents).  See also, Nina E. Olson, Why Correctible Error Authority Raises Significant Taxpayer Rights 
Concerns – Part 1, National Taxpayer Advocate Blog (Aug. 9, 2017), https://taxpayeradvocate.irs.gov/news/why-correctible-
authority-error-raises-significant-taxpayer-rights-concerns-part-1; Nina E. Olson, Correctible Error Authority Part 2: Why 
Correctible Error Authority Creates More Problems Than It Resolves, National Taxpayer Advocate Blog (Aug. 16, 2017), https://
taxpayeradvocate.irs.gov/news/correctible-error-authority-part-2-why-correctible-error-authority-creates-more-problems-than-
it-resolves; Nathan J. Richman, Expanding Math Error Authority Could Worsen Two Tax Systems Issues, Tax Notes Today (July 5, 
2017).

http://cfo.fin.irs.gov/SPB/BudgetFormulation/FY_2018/IRS_FY_2018_CJ.pdf
http://cfo.fin.irs.gov/SPB/BudgetFormulation/FY_2018/IRS_FY_2018_CJ.pdf
http://www.irs.gov/pub/irs-pdf/p3498a.pdf
http://www.irs.gov/pub/irs-pdf/p3498a.pdf
https://taxpayeradvocate.irs.gov/news/why-correctible-authority-error-raises-significant-taxpayer-rights-concerns-part-1
https://taxpayeradvocate.irs.gov/news/why-correctible-authority-error-raises-significant-taxpayer-rights-concerns-part-1
https://taxpayeradvocate.irs.gov/news/correctible-error-authority-part-2-why-correctible-error-authority-creates-more-problems-than-it-resolves
https://taxpayeradvocate.irs.gov/news/correctible-error-authority-part-2-why-correctible-error-authority-creates-more-problems-than-it-resolves
https://taxpayeradvocate.irs.gov/news/correctible-error-authority-part-2-why-correctible-error-authority-creates-more-problems-than-it-resolves
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audit, the taxpayer would generally receive a 30-day letter offering an opportunity to go to 
Appeals prior to petitioning the Tax Court. 

■■ In an AUR case, the IRS may have received an erroneous Form W-2 or 1099 that triggered an 
AUR notice.  In a “real” audit, a taxpayer would be able to challenge an erroneous form during 
the exam or in Appeals prior to the IRS issuing a statutory notice of deficiency.  However, in an 
AUR case, taxpayers’ opportunity to request Appeals review prior to the issuance of a statutory 
notice of deficiency is limited.51

■■ In wage and identity verification program cases, which occur in a pre-refund environment, 
a taxpayer may have his refund held while the IRS conducts authentication and verification.  
Although the taxpayer may receive a notice notifying her of the hold, she might not hear 
anything from the IRS for weeks or months.  The taxpayer may not be able to reach an IRS 
customer service representative (CSR) regarding the issue, and even if she does reach a CSR, the 
CSR does not have access to the appropriate IRS databases.52  Although the IRS’s position is that 
taxpayer contacts from these programs are not “real” audits, they are compliance touches that feel 
like “real” audits to taxpayers and have real-world consequences such as a lack of Appeal rights or 
refund holds without adequate information as to when the refund may be released.  

■■ A taxpayer in an ASFR case may have third-party documentation that would reduce his tax 
liability.  In the “real” audit context, this information would be considered in the examination 
and the taxpayer could seek Appeals review of the examination.  However, although taxpayers 
may be able to request IRS reconsideration of an ASFR determination through the audit 
reconsideration process, it appears that they cannot seek formal Appeals review of an ASFR 
determination prior to the IRS issuing a statutory notice of deficiency.53  

The lack of the opportunity to seek Appeals review in the “unreal” audit context directly and profoundly 
impacts taxpayer rights, including the right to challenge the IRS’s position and be heard, the right to 
appeal an IRS decision in an independent forum, the right to finality, and the right to a fair and just tax 
system.  The taxpayer rights issues are particularly glaring because, as shown in Figures 1.4.1, 1.4.2, and 
1.4.3 above, “unreal” audits disproportionately impact low and middle-income taxpayers, who are least 

51	 In an AUR case, if a taxpayer makes a request for Appeals review with less than 365 days left in the period of limitations 
on assessment then this request will be denied.  However, if there are more than 365 days left in the period of limitations 
on assessment, a taxpayer may request Appeals review an AUR case.  However, it appears that taxpayers are not formally 
informed of this Appeals opportunity but would have to affirmatively make such a request.  See IRM 4.19.3.21.1.8(1), 
Appeals (Aug. 22, 2017).

52	 The National Taxpayer Advocate has raised concerns that the IRS’s filters are too broad and unnecessarily identify legitimate 
returns as potentially fraudulent.  See National Taxpayer Advocate 2016 Annual Report to Congress, 149-60 (Most Serious 
Problem: Fraud Detection: The IRS’s Failure to Establish Goals to Reduce High False Positive Rates for Its Fraud Detection 
Programs Increases Taxpayer Burden and Compromises Taxpayer Rights). 

53	 See IRM 4.13.5, Exam SFR Reconsiderations (Dec. 16, 2015).  For the National Taxpayer Advocate’s concerns about the 
ASFR program, see National Taxpayer Advocate 2015 Annual Report to Congress 188-95 (Most Serious Problem: Current 
Selection Criteria for Cases in the ASFR Program Create Rework and Impose Undue Taxpayer Burden).

The IRS plans, as part of its “Future State” Initiative, to enhance its use 
of these “unreal” audits, meaning that more and more taxpayers will be 
subject to these audit-like contacts where taxpayer rights are diminished or 
curtailed altogether.
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able to afford representation to challenge the IRS.  Further, the IRS plans, as part of its “Future State” 
Initiative, to enhance its use of these “unreal” audits, meaning that more and more taxpayers will be 
subject to these audit-like contacts where taxpayer rights are diminished or curtailed altogether.54 

“Unreal” Audits Circumvent Statutory Taxpayer Protections
As noted above, “unreal” audits do not carry the same IRC § 7605(b) protections against repeat 
examinations as “real” audits.  The IRS takes a broad view of taxpayer compliance contacts or other 
actions that it does not consider to be examinations and inspections.55  As discussed, explicitly included 
in these categories are math error, AUR, and ASFR “unreal” audit contacts.56  Therefore, the IRS 
can circumvent statutory protections against repeat audits by conducting an “unreal” audit and then 
subsequently performing a “real” audit.   

The National Taxpayer Advocate understands the need of the IRS to conduct “unreal” audits for 
limited issues.  However, to taxpayers, these “unreal” audits may feel like a “real” IRS correspondence 
examination.  If the IRS were to change its position set forth in Revenue Procedure 2005-32 to 
consider certain “unreal” audits to be “real” audits, it would protect taxpayers from multiple reviews 
of the same return, force the IRS to identify all issues relating to that return that require some sort of 
documentation, and address those issues as early as possible in one proceeding.  

The National Taxpayer Advocate recognizes that there are limited circumstances (such as a basic math 
error correction) where an IRS compliance contact does not constitute a “real” audit.  For example, 
in true math error situations where the IRS has identified errors such as switching digits, transferring 
information incorrectly from one schedule to the other, or forgetting to include a schedule, the IRS 
should not be required to hold a return for months while it conducts a thorough review before it 
issues a refund to ensure it did not miss any other errors on the return.  However, as a general matter 
and contrary to the IRS’s position, the National Taxpayer Advocate believes that for purposes of 
IRC § 7602, an audit generally includes both pre-refund and post-refund examinations of returns that, 

54	 See, e.g., IRS, Exploring the IRS Future State: Balancing Taxpayer Needs with IRS Budget and Resource Constraints, adapted 
from ABA National Institute on Tax Controversy, Las Vegas, NV 16 (Dec. 9, 2016), https://www.irs.gov/pub/newsroom/
future_state_aba.pdf (noting that one of the focus areas of SB/SE and W&I is issue identification and filing resolution to 
“maximize prerefund automatic issue identification and self-correction”).

55	 Rev. Proc. 2005-32, § 4.03, 2005-23 I.R.B. 1206.
56	 Id.  See also IRS Chief Counsel Memorandum, ASFR Questions Involving Subsequently Filed Delinquent Original Returns (Mar. 

29, 2005) (providing that IRS preparation of an ASFR is not considered an examination).  Identity and wage verification 
programs are not explicitly mentioned in the revenue procedure and did not exist in the form that they do today at the 
time that the revenue procedure was released.  However, like the other “unreal” audit programs mentioned in the revenue 
procedure, the IRS would presumably not consider these programs to be examinations and inspections.

If the IRS were to change its position set forth in Revenue Procedure 
2005-32 to consider certain “unreal” audits to be “real” audits, it would 
protect taxpayers from multiple reviews of the same return, force the 
IRS to identify all issues relating to that return that require some sort 
of documentation, and address those issues as early as possible in one 
proceeding. 

https://www.irs.gov/pub/newsroom/future_state_aba.pdf
https://www.irs.gov/pub/newsroom/future_state_aba.pdf
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like correspondence examinations, require the taxpayer to provide some level of documentation.  This 
definition recognizes that certain “unreal” audits bear a close resemblance to “real” ones and would 
afford taxpayers appropriate rights and protections.  As illustrated by the ACA example above, there 
are “unreal” audit situations that clearly look like an audit, walk like an audit, quack like an audit, and 
should be considered a “real” audit.  

CONCLUSION

The IRS conducts the overwhelming majority of its compliance contacts with taxpayers through 
“unreal” audits, and this practice is expected to only increase with the IRS’s “Future State” Initiative.57  
By not including “unreal” audits in its audit rate calculations, the IRS is publicly reporting incomplete 
and misleading information concerning the extent of its compliance touches with taxpayers and not 
providing a full picture of its return on investment.  More accurate reporting of this information might 
benefit the IRS in deterring noncompliance and provide useful data regarding resource allocation.  In 
addition, “unreal” audits adversely impact taxpayer Appeal rights and statutory protections that exist 
for “real” audits.  Because of the prevalence of “unreal” audits, the IRS should revisit its classification 
approach and provide taxpayers with additional opportunities for Appeals review of “unreal” audit cases 
and increased protections against repeat reviews of cases.     

RECOMMENDATIONS

The National Taxpayer Advocate recommends that the IRS:

1.	 In collaboration with the National Taxpayer Advocate, conduct a comprehensive review of its 
audit definition under Revenue Procedure 2005-32 to reflect IRS compliance activity today, and 
the application of the Taxpayer Bill of Rights.

2.	Include “unreal” audits in its audit rate and ROI calculations to properly reflect the actual 
compliance activity that it conducts.

3.	Grant taxpayers the opportunity to seek Appeals review in certain “unreal” audit cases, such as in 
certain math error and AUR cases where Appeal rights do not already exist.

4.	Where practicable, address all issues in a “real” audit rather than conducting an “unreal” audit 
and then subsequently conducting a “real” audit.

57	 See, e.g., IRS, Exploring the IRS Future State: Balancing Taxpayer Needs with IRS Budget and Resource Constraints, adapted 
from ABA National Institute on Tax Controversy, Las Vegas, NV 16 (Dec. 9, 2016), https://www.irs.gov/pub/newsroom/
future_state_aba.pdf (noting that one of the focus areas of SB/SE and W&I is issue identification and filing resolution to 
“maximize prerefund automatic issue identification and self-correction”).

…there are “unreal” audit situations that clearly look like an audit, walk like 
an audit, quack like an audit, and should be considered a “real” audit. 

https://www.irs.gov/pub/newsroom/future_state_aba.pdf
https://www.irs.gov/pub/newsroom/future_state_aba.pdf



